In 2007 Slovenia launched a comprehensive reform of its tax system. This article presents an analysis of several envisaged tax and structural reform scenarios including the flat tax proposal with a dynamic general equilibrium model of the Slovenian economy. We focus mainly on the macroeconomic and welfare aspects of the proposed scenarios, thus capturing the overall effect on individual taxpayers and the government budget. The main characteristics of the model are presented along with the results of different reform scenarios, including the one that finally passed the parliament and now forms part of Slovenia's tax system. Our results suggest that options other than the flat tax system are better suited to the country's long-term economic development.
Introduction
A significant part of Slovenia's current tax system was formed at the start of 1990, including the new personal income tax (PIT) and new corporate income tax (CIT) constructed (Bayar et al., 2006) . The models was used to determine the effects of different tax combinations on the income position of households, as well as on the long-term macroeconomic position of the economy (cf. Šušteršič et al., 2005 ; Government of the Republic of Slovenia, 2005) . The results of different scenarios shall be presented in this article.
At the same time, a wide public discussion was going on regarding the tax reform in Slovenia.
Its basis was the claim that the Slovenian tax system experiences a relatively high taxation of labour and an intransparent and complicated set of tax codes, which are difficult to implement.
The fact is that wages in Slovenia are taxed not only with a 38.2% rate of social security contributions, but also with a payroll tax (with progressive marginal tax rates of between 0% and 14.8%). This combination of the PIT, social security contributions and the payroll tax effectively classifies Slovenia among those countries with the highest taxes on labour in the EU. The discussion in Slovenia mostly focused on the Slovakian example, which introduced a flat-tax system of the PIT with a single tax rate of 19% in 2004. The idea of a tax system similar to Slovakian, which was even included among the official government reform proposals (Government Office for Growth, 2005) , triggered a sharp response of labour unions in Slovenia, mainly due to the fear of replacement of the existing double VAT rate system (with a reduced 8.5% and standard 20% rate) with a single VAT rate. At last, the flat tax reform was rejected in Slovenia in favour of a new three-tax-bracket PIT code and an altered CIT code.
The main objective of the article is thus to quantify the potential impacts of several envisaged tax and structural reform scenarios using the dynamic general equilibrium model of the Slovenian economy (SloMod). The model and the simulations take into account all the fundamental mechanisms and the structure of the Slovenian economy, as well as all the important elements of the structural and tax reforms, the reform of social transfers, changes of the government expenditures, as well as the volume and structure of financial flows between the Slovenian and EU budgets. Different combinations of taxes shall be considered in the counterfactual simulation scenarios in order to establish the economic sustainability of the proposed tax reform in Slovenia, i.e. to ascertain whether the Slovakian-like flat tax system or some other type of taxation is better suited to the country's long-term economic development.
The outline of the article is as follows. In Chapter 2 a short description of the computable general equilibrium model of the Slovenian economy is presented, while the developments in the Slovenian tax system in relation to the proposed flat tax reform are explained in some detail in Chapter 3. In Chapter 4 we give a comparative overview of the simulation scenarios. In
Chapters 5 and 6 the simulation results of the model are presented, with special focus on the long-term macroeconomic position of the economy and the effects of different tax combinations on welfare levels. In the final chapter we summarize the central findings of the article.
Description of the CGE Model of the Slovenian Economy
The modelling platform of the Slovenian economy is represented by a dynamic multi-sectoral and multi-household computable general equilibrium model, based on social accounting matrix (SAM) for the year 2004 (cf. Bayar et al., 2006) . The model SloMod incorporates the economic behaviour of households, firms, government and the foreign sector. All economic agents are assumed to adopt an optimizing behaviour under relevant budget constraints and all markets operate under the perfect competition assumption. The model embodies considerable detail on the nature of production and demand in the economy and can thus be used to analyse a vast range of issues; either broad in scope or household -and industry-specific.
Five households with respect to income are distinguished in SloMod. Each quintile receives a share of capital income, labour income, mixed income 4 , and transfers from the government, the firms and the EU. Taxable income is further derived for each quintile by taking into account the share of income that is subject to personal income tax. Households pay the PIT to the government and save a fixed fraction of net income. Their propensity to save is endogenous and reacts to changes in the after-tax average return to capital. The optimal allocation between the consumption commodities is given by optimizing a Stone-Geary utility function in the context of a linear expenditure system (LES), which represents a set of consumer demand equations linear in total expenditure (cf. Geary, 1950; Stone, 1954) . To evaluate the overall change in consumer welfare by quintile we use the equivalent variation 5 in income, which is based on the concept of a money metric indirect utility function (Varian, 1992) .
The model distinguishes twenty perfectly competitive production sectors consisting of both public and private enterprises. There are twenty types of commodities, where each sector produces one or several types of them. The producers operate on perfectly competitive markets and maximize profits to determine optimal levels of inputs and output. Furthermore, production prices equal average and marginal costs, a condition that implies profit maximization for a constant-returns-to-scale technology. The optimal allocation between different types of private investment commodities is given by optimizing a Cobb-Douglas utility function. Changes in inventories are modelled as a fixed share out of supply of commodities. Treated at an aggregate level, firms' savings are given by the net operating surplus less transfers by the firms to the households and to the foreign sector.
Gross output for each sector is determined from a nested production structure. Producers are assumed to choose intermediate inputs and the mixed factor 6 bundle according to a Leontief production function, and the optimal level of labour, capital and mixed factor is chosen according to a constant elasticity of substitution (CES) function. Labour is differentiated according to the level of education in three skill groups; unskilled labour, skilled labour and highly skilled labour. Substitution possibilities between labour by skill type are reflected by 4 The mixed income corresponds to remuneration for work carried out by the owner or members of his family which cannot be distinguished from his profits as entrepreneur. 5 Equivalent variation measures the income needed to make the household as well off as in the new counterfactual equilibrium evaluated at benchmark prices. The equivalent variation is positive for welfare gains from the policy scenario and negative for losses (cf. Harrison and Kriström, 1999) . 6 The mixed factor is a composite of labour and capital of the unincorporated enterprises.
another CES function. Labour market by skill type is closed by changes in unemployment. The latter introduces rigidities in the labour markets. The responsiveness of real wage rates to the labour market conditions is modelled by a wage curve, while the behaviour of labour supply is determined through a labour supply curve. Wage differentials of the wage curve are derived as the ratio between the wage rate by sector and skill and the average wage rate by skill level (Derviş et al., 1982) , while the labour supply curve assumes a positive correlation between the domestic labour supply and the real average net wage rate.
Due to the homogeneity of degree zero in prices, the model only determines relative prices. In this case, the GDP deflator is chosen as the numéraire price level against which all relative prices in the model are measured. Consumption is valued at consumer prices, which incorporate trade and transport margins, excise duties, the value added tax, other taxes on consumption, and take into account subsidies on consumption. The consumer price index used in the model is of the Laspeyres type. The model accounts for a detailed cost structure at sectoral level, including taxes on intermediate consumption, labour, capital and the mixed factor. Firms pay corporate income tax to the government on the net profits and trade and transport margins on the intermediate consumption. Actually, the trade and transport margins are paid on all categories of demand in SloMod, except the government consumption. For the trade and transport services the sum of the demand should be equal to the total supply of the commodity from imports and domestic production (cf. Löfgren et al., 2002) . With regard to labour SloMod accounts for the social security contributions paid by the employees and by the employers, and for the payroll taxes.
The specification of foreign trade is based on the small open economy assumption, i.e. with no influence on world market prices. Three main groups of trading partners are distinguished in the model; the EU15, the EU9 (new EU member states) and the rest of the world (ROW). The Armington (1969) assumption of limited substitution possibilities between domestically produced and imported goods is adopted in the model. Domestic consumers use composite goods of imported and domestically produced goods according to a CES function. Limited substitution possibilities are also assumed to exist between goods produced for the domestic market and exports, captured by a constant elasticity of transformation (CET) function.
Total government revenues consist of excise duties, the value added tax and other taxes on products, personal income taxes, social security contributions paid by the employees, employers and self-employed, payroll taxes, corporate taxes, other taxes on production and transfers from the EU. Total government expenditures are given by the subsidies on products and on production, transfers to households, the EU and the ROW, gross capital fixed formation and current consumption. The transfers to the households include unemployment benefits, pensions, and social, family and other transfers differentiated by quintile and level of education (highly skilled, skilled and unskilled).
Due to the complexity of the model, a combination of consistent closure rules is needed. In order to achieve the clearing of the labour markets, inter-sectoral mobility of labour is assumed for each skill group. On the capital market the sectoral capital stock is exogenously fixed, thus introducing rigidities. The investment is assumed to adjust to the available domestic and foreign savings. This reflects an economy in which savings form a binding constraint, while the interest rate is assumed to effectively balance the supply and demand for investments. This macro closure rule is neoclassical in spirit, though the fact that the model allows for unemployment introduces a Keynesian element. Government total expenditures are fixed as a share of GDP, whereas government deficit adjusts. The transfers between Slovenia and the foreign sector, and the labour income from non-residential firms were exogenously fixed in real terms. The exchange rate is fixed, while the deficit of the current account adjusts.
SloMod has a recursive dynamic structure composed of a sequence of several temporary equilibria. The first equilibrium in the sequence is given by the benchmark year. In each time period, the model is solved for an equilibrium given the exogenous conditions assumed for that particular period. The equilibria are connected to each other through capital accumulation.
Thus, the endogenous determination of investment behaviour is essential for the dynamic part of the model. Investment and capital accumulation in a given year depend on expected rates of return for the subsequent year, which are determined by actual returns on capital in the current year. The expected rate of return required to maintain indefinitely the current rate of capital growth was specified as an inverse logistic function of the proportionate growth in capital stock (cf. Dixon and Rimmer, 2002) . The maximum possible growth rate of sector-specific capital stock is being set in order to avoid unrealistically large simulated growth rates. The weighted average return to capital has been taken as a proxy for the real interest rate in SloMod, where the return to capital is expressed in real terms using the production price index. The model was built within the general algebraic modelling system (GAMS, 2006) and solved with an appropriate algorithm in annual steps. Between 1992 and 1996 Slovenia reduced the rate of social security contributions from 50.35% to 40.22%. To retain the government revenue, the payroll tax was introduced simultaneously in 1996, with marginal tax rates between 1% and 10% (later increased to 3.8% -14.8%). Compared with the social security contributions, which taxed all wages irrespective to their size, the payroll tax was introduced only to wages above certain threshold (530 EUR at the time of introduction). Through this mechanism the government reduced the tax burden for low-wage industries (mainly the textile and the metal industry) which faced several problems after the collapse of ex-Yugoslavian markets. Gradually, the payroll tax became rather important income source, representing EUR 472. The original flat tax idea of Hall and Rabushka (1985) includes an integrated expenditure tax system with cash flow business tax and connected wage tax, both using the same (single) tax rate. Tax base at the corporate level is the same as the base of expenditure type VAT, i.e. value of sales minus value of purchases (including investments) and wages. Tax base at the individual taxpayer level is equal to wages (labour income) with a uniform fixed tax allowance.
Developments in the Slovenian Tax System and the Flat Tax
So far, no country has entirely implemented this concept in practice. Thus nowadays the term "flat tax" is used to identify a family of personal income tax systems with one common characteristic, i.e. a single positive marginal tax rate on labour income (Keen, 2006) , while those tax systems are rather different regarding other characteristics, such as width of the tax base and tax allowances).
First personal income tax systems with a single tax rate were introduced in the first half of 20th century in Jersey (1940) , Guernsey (1940) and Hog Kong (1947) , while the real era of flat tax started after the collapse of the socialism, when several CEE countries chose this option 9 . A special attention was given to Russia, so far the biggest country with flat-tax, where the tax reform was adopted in 2001. Crucial part of the reform was a replacement of three marginal tax rates between 12% and 30% with a single 13% flat rate. In Russia, the reform led to an increase of collected PIT revenue, even though it is not possible to prove that this increase is solely due to the flat tax itself (Ivanova et al., 2005) . In some other countries, e.g. in Slovakia (cf. Krajčir and Odor, 2005) , the flat tax was also generally introduced as a part of a wider tax reform, including broadening the tax base, abolishment of exemptions and reduction of compliance costs.
The general improvement in the functioning of the tax system is a combination of several elements, while ceteris paribus the replacement of a progressive PIT schedule with a single PIT rate leads to the immediate redistribution of tax burden among the taxpayers under the assumption of fiscal neutrality. On the other hand it also leads to the decrease of government revenue under the assumption of relatively low single PIT rate which would not put any taxpayer in a worse position compared with the "old" progressive PIT schedule. These consequences were confirmed e.g. for Germany (Peichl, 2006) , Denmark (Larsen, 2006) , and
Netherlands (Camida and Goudswaard, 2001) . It seems that these are main reasons why no one country with "mature" (and well functioning) tax system has introduced the flat tax yet. On the other hand it is suitable in cases where the tax system is still to be developed and where the taxes are not "infected" with decade's long influences of different interest groups and subtle policy measures resulting in a fragile social equilibrium. Under such circumstances it is difficult to introduce a flat-tax reform that would substantially change the income position of an important share of taxpayers (voters).
The Slovenian flat tax version, as firstly proposed, resembled the Slovakian tax system. Since 2004, Slovakia had a single PIT rate (of 19%) with limited set of allowances and the same and only one tax rate (19%) for VAT and the same rate (19%) for the CIT. Similar proposal with a PIT flat-tax rate of (presupposed) 20% and the same single rate (20%) for VAT (instead of actual 8.5% and 20% rates) and CIT (instead of actual 25% rate), combined with an immediate removal of payroll tax was widely discussed in media and received rather mixed responses in Slovenia, even before any projections of consequences were prepared. While it was welcomed by representatives of some big corporations (who were convinced that Slovakian-like-reform would reduce overall tax burden paid by corporations and increased their international competitiveness) it was sharply rejected by labour unions, mostly due to possible replacement of the existing VAT rates (reduced 8.5% and standard 20% rate) with a single (presupposed)
20% VAT rate, and to a lesser extend due to the possible shift of PIT burden from high income taxpayers toward mid and low income individuals.
In 2005 
Comparative Overview of the Scenarios
To begin with, we have the so-called baseline (or business as usual -BAU) scenario referring to the assumption that the Slovenian economy is on the steady state equilibrium growth path, where all the real variables and nominal incomes are growing at the 4% steady-state growth rate. This scenario represents the base for comparison of the other scenarios. Then we have the reference scenario (REF), which includes all the tax reforms except the proposed corporate income tax and personal income tax changes, which are finally analyzed in five counterfactual scenarios (SC1-SC5). The scenarios will be briefly describer hereinafter, while their overview is given in Table 1 . SIT) 0 -1,300,000 16% 1,300,000 -2,540,000 33% 2,540,000 -5,140,000 37% 0 -1,300,000 15% 0 -1,629,552 16% 5,140,000 -10,330,000 41% 0 -1,300,000 15% 1,300,000 -4,800,000 25% 
Notes:
1 The children allowance amounts to 474.900 SIT for the first child, to 516.200 SIT for the second child, and to 688.300 SIT for the third child. 2 The special allowance is defined as the sum of a taxpayer's expenses for selected purchases such as the acquisition of books or government securities. 3 The payroll tax is being gradually abolished by 2009. In different scenarios a relevant (diminishing) annual rate of the tax was used. 4 The CIT allowances mostly include allowances for R&D, additional (voluntary) pension insurance and the employment of selected categories of employees.
Source: Bayar et al. (2006, p. 12 into account for estimation of the change in the TFP growth. The reference scenario also assumes that the exchange rate is fixed and that foreign savings are adjusting. Furthermore, we assumed that the VAT rates remain the same, and the compensation is achieved through public deficits or surpluses.
In the group of counterfactual scenarios, specific tax reform characteristics were added to the reference scenario. The differences between these counterfactual scenarios are the result of different assumptions regarding the changes in the PIT and the CIT system. The first two counterfactual scenarios (SC1 and SC2) represent the flat-tax PIT system 11 , since they employ a single marginal tax rate of 22% and 25%, respectively, while the other three 
Macroeconomic Results of the Simulations
In this chapter we provide an analysis of the macroeconomic simulations given the assumptions of scenarios presented in Chapter 4. The simulation results demonstrate that in the long term Slovenia would have a budget surplus, which is certainly needed due to the predicted deterioration of government finance sustainability, caused by the negative effects of its aging population. The results show that each one of the scenarios could generate considerably more economic growth than the baseline case, but attention must be drawn to the fact that the most important growth generator is the total factor productivity, which is dependant on the (successful) implementation of policy measures within the Lisbon Strategy.
Reference Scenario
Taking into account the results of the reference scenario, Slovenia's real GDP compared to the baseline case would be 13.4% higher in 2013 and 25.2% higher in 2025 (see Table 2 ).
Productivity growth shifts the production capacities of the Slovenian economy upward, as period. Due to higher productivity, savings, and investment, the real private GDP would increase even faster, since its level compared to the baseline case would be 18.5% higher in 2013 and 31% higher in 2025 (see Table 10 ). Investment would increase by 22.4% in 2013 and by 31.2% in 2025 thanks to higher total savings and necessary increases in production capacity (see Table 3 ). The state budget would have a surplus of 2.4% of the GDP, and household savings compared to the baseline case would increase by more than 20% in 2013 and by more than 30% in 2025 (see Table   11 ). Domestic production would expand in all industries (see Table 4 ). The increase in domestic output compared to the baseline case would exceed 30% in 2025 in manufacturing and 27% in services. The expansion would be much lower for agriculture (20.1%) and public services (8.1%). In this dynamic environment of decreased production unit cost and increased production capacities, exports compared to the baseline case would increase by 18.8% in 2013 and by 33.5% in 2025 (see Table 5 ). Fast growth and increasing domestic demand implies higher import levels as well. These would increase compared to the baseline case by 15.8% in 2013 and by 27.5% in 2025 (see Table 6 ). Given the fixed nominal exchange rate, the current account deficit generates foreign capital inflow, which additionally increases total savings and thus the source of investment funds. However, thanks to increased exports the current account deficit would decline with respect to its baseline level. The public sector's relative weight in the economy would decline in all the scenarios and the private sector would expand at an even faster rate. The current public consumption compared to the baseline case would decline by 6.2% in 2013 (see Table 7 ). However, in the long run (2025) the public sector would expand compared to the baseline thanks to higher growth and increasing tax revenues. Given the anticipated 4% decrease in the public expenditure to GDP ratio, the share of the public sector in the economy would remain at a lower level compared to the baseline case. Even if employment in the public sector shrank by 1.5% in 2013 because of contractionary expenditure policy during the transition period, it would expand by more than 1% in the long run (2025) compared to the baseline case (see Table 8 ). Total employment would increase thanks to the strong expansion of the private sector and increasing labour supply.
The total labour supply would increase by 1.4% in 2013 and by 2.5% in 2025 thanks to increasing real wages. The increase in the labour supply of highly skilled people would be particularly strong (2.2% in 2013 and 3.8% in 2025). Employment increase is significant in manufacturing (more than 10% in 2013 and almost 20% in 2025 in some sectors) and services (see Table 9 ). The expansion in the high technology sectors is especially vigorous (13% in 2013 and 16.1% in 2025) . Employment increase compared to the baseline case is evident even in agriculture (2.9% in 2013 and 5.6% in 2025). As a consequence of significant job creation, unemployment would decline (see Table 8 Productivity growth, increased labour demand, and a significant decline in the unemployment rate should result in higher real wages and higher real income. The increase is particularly strong for highly skilled workers and amounts to 1.6% per year on average by 2013 (see Table 8 ). It is also strong for skilled workers (1.0% per year on average). The increase in real household income with respect to the baseline case (between 9.6% for the first quintile and 15% for the fifth quintile in 2013, and respectively 19.8% and 27.4% in 2025) should produce a significant boost in private consumption (around 20% for all the categories in 2025) and savings (see Table 11 ). Savings would increase given higher real return on capital.
Counterfactual Scenarios
A comparative analysis of the simulation results for the tax reform scenarios, which upgrade the reference scenario, shows that they also generate considerable growth, income, employment, welfare, and exports compared the baseline case. The positive impacts of suggested tax reforms scenarios on growth and employment would however be small compared to the reference scenario.
In 2013, the real GDP growth is thus positive in all the tax reform scenarios, whereas the differences are very small (see Tables 2 and 10 ) and decrease even more in the long run; by 2025 these differences remain positive only for the two flat tax scenarios and the last scenario with three tax brackets. Reasons for this can be found in the accelerated economic growth in the first year of reduced income tax, in which the strongest effect (0.37 percentage points) would be achieved by applying two income tax rates. However, it must be stressed that in time, the (relatively small) differences between these scenarios decrease even more. Private GDP fluctuations are similar; the differences are small and decrease over time. The flat tax scenarios seem to perform better in the long run, but the differences are again relatively small. The simulation results thus show that tax reform will not have any major impact on Slovenian economic growth 12 . 
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The impacts of individual tax scenarios on domestic production demonstrate a decrease compared to the reference scenario, except for public services (see Table 4 ). Except in the services sector, this also results in a lower employment increase (see Table 9 ).
Reduced income tax should result in an additional increase in after-tax real wages compared to the reference scenario. This also results in an increased labour supply (see Table 8 ). However, given the increasing government budget deficit in the first years of the tax reform due to declining tax revenues, the economic environment is less favourable for the private sector; the real private GDP increase is lower even if the total real GDP is slightly higher (see Tables 2 and 10 ). The government temporarily spends too much compared to the reference scenario (see Table 13 ). National savings decrease because of temporarily higher current government deficits even if household savings are higher; in the short run government deficits would crowd out personal investment, which increases much less than in the initial period of the reference case (see Tables 3 and 11 ). However, the gap narrows in the long run due to the government budget surplus.
On the other hand, increased household disposable income should result in increased household consumption; again, the highest increase will be in the fifth quintile. The differences between individual scenarios concern the differences in the lower income tax paid (see Table 11 ). In the SC5 scenario, the increase in personal consumption is lower compared to other scenarios because households gain relatively less. This is also reflected in lower labour supply increase as the result of a smaller decrease in effective PIT rates compared to other scenarios (see Tables 8 and 12 ). Given that household and government demands are higher in the tax reform scenarios than in the reference scenario, prices would be higher as well compared to the reference scenario. This exerts a negative impact on exports, which are lower than in the reference scenario (see Tables 5 and 10 ). Of course the final result depends on changes resulting from reduced investment demand, reduced production of capital goods, and the relative decrease in the capital goods' prices compared to the reference scenario. Imports would also follow the changes in domestic market; taking into account the fixed exchange rate, as well as the current (given) world prices, they would result accordingly in an increase or a decrease (see Tables 6 and 10 ). The final result of all the changes shows that in the aggregate, imports would decrease, although less than exports. This would result in an increased current account deficit and increased external savings and partial replacement of the decreased domestic savings that would result from decreased budget revenues and covering these with a temporarily increased budget deficit. A comparison of the results of scenarios SC1 through SC5 shows that in the SC5 scenario, the impact on increasing investment is greater than in the other scenarios (see Tables 8 and   10 ). The difference is especially evident compared to scenarios with two or three tax brackets (i.e. SC3 and SC4). Similar findings apply to foreign trade (see Tables 5 and 6 ).
Employment in the SC5 scenario compared to other scenarios is a specific case; it is higher in manufacturing and slightly lower in agriculture and services (see Table 9 ). Similar results apply to changes in domestic production 13 (see Table 4 ).
Given the assumptions of budget deficit (surplus) adjustment and gradual decrease of the share of GDP expenditure, the budget deficit gradually decreases and converts into a surplus (see Table 13 ). Only with the full implementation of the government expenditure decrease could all the scenarios could be implemented without raising VAT. However, if the assumed decrease in government expenditure was not fully implemented in practice, it would be necessary to appropriately increase the VAT rates, which would result in increased prices and other appurtenant effects. Additional simulations were performed, in which the two VAT rates or the (single) flat VAT rate were adjusting according to the assumed government budget changes. This meant that VAT rates increased in the case of a budget deficit and decrease in the case of a budget surplus. The simulations of the proposed tax reform scenarios, which assumed the adjustment of two VAT rates or a flat VAT rate, gradual budget deficit elimination, and a decrease in government expenditure, demonstrated that the required VAT increase would have strong short-term negative impacts on economic growth. In the first year of the tax reform, there would be no increase in growth, but a decrease at a level between 3.2% and 3.9%. At the same time, higher VAT rates in all the quintiles would neutralize the positive effects of the tax reform on household welfare (except for the fifth quintile in the case of a flat tax rate). 13 It is evident that greater differences again appear primarily compared to the scenarios with two or three income tax brackets (i.e. SC3 and SC4).
Welfare Results of the Simulations
The results shown in the previous chapter reveal that the different scenarios do not differ much from each other regarding the impact on macroeconomic aggregates. However, from the individual taxpayer's point of view, the accepted PIT code (SC5) changes the income position of practically all households and individual taxpayers.
The reference scenario shows that all the income and skill groups would win from structural reforms and higher growth (see Tables 11 and 14 In the case of a flat tax rate according to the first counterfactual scenario (SC1), welfare gains compared to the reference case would decline for the first three quintiles, which is a result of higher income tax paid, because even increased general PIT allowance would not be able to supplement the higher effective PIT rates. At the same time, the welfare gains of the households in the fourth quintile would slightly increase, whereas in the fifth quintile they would increase considerably (see Table 14 ).
In the remaining four counterfactual scenarios, the combination of PIT allowances and envisaged PIT rates is such that even the households in lower quintiles would pay less income tax than in the reference scenario. This is also shown in increased welfare across all the quintiles, but again, the fifth quintile would win the most. Given the changes in the welfare structure the last scenario with three tax rates (SC5) seems the most appropriate, since a lower increase in the welfare gains for the fifth quintile means that the remaining quintiles receive a bigger share of welfare gains (welfare increases relatively the most in the second, third, and fourth quintiles). From the social point of view, this scenario seems to be the most acceptable. However, given the size of the welfare gains alone, the scenario with two tax brackets (SC3) seems to be the most appropriate, which is also confirmed by the calculation of the present value of welfare changes for individual scenarios (PV W ) in Table 16 .
However, it needs to be emphasized that this calculation depends on scenario assumptions and that the scenario with two tax brackets (SC3) is the one that reduces the payment of PIT the most (households gain almost 100 billion SIT per year). Actually, as the results from Table 15 Finally, all the scenarios increase income inequality in Slovenian society to a greater or lesser degree. In Table 16 , the consequences of different PIT scenarios are assessed at the household and individual levels. Three different measures were used (cf. Cowel, 1977) : (1) the Gini coefficient (G), (2) the Atkinson index (A), and (3) the squared coefficient of variation (SCV). They all reveal that the overall inequality under all counterfactual scenarios grew in comparison to the reference scenario. In addition, it can be concluded, as already foreseen on the basis of welfare gains distribution, that the flat tax scenarios (SC1 and SC2) would increase income inequality in Slovenia to a greater extent than scenarios with several tax rates (SC3 through SC5). 
Concluding Remarks
In 2005-2006 a broad discussion emerged in Slovenia regarding its tax system. It was characterised by claims that the tax system needed simplifications and the effective reduction of taxation on labour. Among the different proposals, a flat-tax system similar to the Slovakian one with a single (and same) tax rate for PIT, CIT and VAT divided public opinion and was later rejected in particular by labour unions.
In the article we have analyzed several envisaged tax and structural reform scenarios using a dynamic general equilibrium model of the Slovenian economy. The simulation results
show that the main engine of growth, employment, and welfare is the total factor productivity growth thanks to increasing R&D investment and education, as well the declining share of the government in the economy, so that more resources become available for the private sector as the principal actor of investment and growth. It has been shown that the simulation results show that the envisaged tax reform packages would have positive impacts on economic growth, labour markets, and household welfare. However, flat tax scenarios show that the distributive impacts among different income groups and skills might be substantial. In some tax reform scenarios the low-income groups might lose and the high-income and high skill groups might win a lot. Thus our results suggested that options other than the Slovakian-like flat tax system are better suited to the country's longterm economic development.
The finally adopted tax reform, effective from January 2007, includes new PIT and CIT codes, new tax procedure rules, the gradual abolition of payroll tax and several changes to less important taxes, e.g. the inheritance tax. Among the major changes of the PIT and CIT codes one should emphasize the reduction of the highest marginal PIT rate from 50% to 41%, schedular 20% taxation of interest, dividends and capital gains, and the reduction of statutory CIT rate from 25% to 20%. In comparison with several CEEC countries that decided in favour of more radical approaches 14 , Slovenia has thus once again decided on a more gradual approach. Namely, as our results show, the consequences of the reform are relatively modest and give benefits to practically all taxpayers, while they harm the government budget in the short run. However, by introducing several of these changes, such as the reduction of the highest marginal PIT rate and the schedular taxation of capital income, Slovenia has merely taken a step closer to the common EU practice.
